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indebtedness to Mr. W. H. 
assistance in the preparation of the talk. 


The Tax Burden 

No more serious problem faces 
industry today, indeed faces the entire 
country, than the problem of taxation. 
It has been estimated that the total tax 
burden of the country, including fed- 
eral, state and local taxes, is well in 
excess of ten billion dollars per annum. 
Compare this with the annual national 
income which is estimated as having 
been around eighty billions for the best 
year prior to the depression but which 
is estimated as having fallen to less 
than fifty billions in 1932. Roughly 
speaking, this would make the tax bur- 
den more than one-fifth of the national 
income. 

About a year ago a subcommittee of 
the House Committee on Ways and 
Means submitted a preliminary report 
on federal and state taxation contain- 
ing much useful data which I have 
borrowed liberally. This report indi- 
cates that for the year 1931 the coun- 
try’s total tax bill amounted to slightly 
over nine and one-half billion dollars, 
of which federal taxes accounted for 
some two billion four hundred million, 
or 25 per cent., and the balance of 
seven billion one hundred million, or 
75 per cent., represented state and 
local taxes. It is apparent, therefore, 
that the tax problem is not merely, or 
even primarily, a problem of federal 
taxation. City taxes alone comprised 
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31 per cent. of the total. The total tax 
burden for the year 1931 was esti- 
mated at $77.53 for each man, woman 
and child in our country, and $3.98 for 
every $100 of taxable wealth in the 
country. 

Referring more specifically to indus- 
trial taxation, for the year 1931 cor- 
porations which earned net income 
paid out over 23 per cent. of their net 
income in taxes. Transportation com- 
panies and public utilities paid out over 
27 per cent., and corporations engaged 
in agriculture and related industries 
paid over 36 per cent. It must not be 
assumed that taxes paid by corpora- 
tions are paid only by the wealthy. The 
corporations of our country are owned 
by some millions of stockholders. It is 
these stockholders and the customers 
of the corporations who really pay the 
corporation taxes. A small stock- 
holder may pay directly only 4 per cent. 
of his income in federal income tax, 
but to the extent that his income is 
derived from corporate dividends he 
has paid indirectly an average of over 
20 per cent. of his income in various 
taxes, in addition to the taxes which he 
pays directly. 

As John Marshall said in a case 
decided more than a century ago, “The 
power to tax involves the power to 
destroy.”* At a time when industry 


* McCulloch «. Maryland, 4 Wheat. 316. 
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is fighting for its existence, it is facing 
continually increased tax burdens. It 
need hardly be stated that the only 
adequate and permanent remedy is 
economy in government. Without de- 
creased spending by our governments, 
federal, state and local, the tax prob- 
lem can not be solved. Any tax system 
designed to raise some ten billion dol- 
lars of revenue annually, especially 
with our greatly reduced national in- 
come, must involve a choice between 
various evils rather than the imposition 
of taxes which may be readily borne 
by industry. 

Granting that the only permanent 
solution is a reduction of expenditure, 
the country is nevertheless faced with 
the problem of raising a tremendous 
amount of revenue. The probiJem is to 
distribute this burden as eqititably as 
possible. 150 years ago the fundamen- 
tal principles which should govern 
taxation were stated by Adam Smith. 
These principles have been summarized 
by Professor Munro, of Harvard Uni- 
versity, as follows: 

People should be taxed as nearly as pos- 
sible in proportion to their respective abili- 
ties; all taxes should be definite and not 
uncertain or arbitrary; they ought to be 
levied at the time and in the manner which 
causes the least inconvenience to the people; 
and they should be so contrived as to take 
out of the pockets of the people as little as 
possible over what is needed by the Public 
Treasury. 


In practice several, if not all, of 
these principles are continuously vio- 
lated. 

General Property Taxes 

The greatest single tax burden is the 
general property tax, which in 1931 
represented over 53 per cent. of all 
taxes collected. This tax continues to 
be the mainstay of local governments. 
Whereas the federal and state govern- 


ments have to some extent shifted the 
tax burden between various sources, 
the local governments have continued 
to derive more and more of their 
revenues from property taxes. For 
example, during the decade ending 
with 1931, when the population of the 
country as a whole increased less than 
one-fourth, the total amount of gen- 
eral property taxes levied in cities of 
over 30,000 inhabitants more than 
doubled. This condition is resulting 
in an even heavier burden on manutfac- 
turing concerns located in the cities, 
and to some extent the high rates pre- 
vailing in metropolitan centres have 
already impelled some concerns to 
move to communities with lower taxes. 
This tendency may become much more 
marked in the next decade, if the bur- 
den of the general property tax is not 
lightened through greater economy in 
municipal expenditure. 
Sales Taxes 

There is a distinct trend toward gen- 
eral sales taxes. At the present time 
such taxes are in force in a number 
of states, and are under consideration 
in a number of others. There are 
strong arguments against the sales tax. 
[t is not based upon ability to pay, it 
weighs relatively more heavily upon 
the poor than upon the rich, it adds to 
the price of merchandise and tends to 
retard sales at a time when industry 
is faced with the problem of producing 
goods at prices at which they can be 
absorbed with the present reduced pur- 
chasing power of the country. The 
chief argument in its favor is that it 
is a comparatively easy method of rais- 
ing revenue, and that it has more as- 
sured productivity in a time of reduced 
incomes than other taxes, such as the 
income tax, which may in principle be 
preferred as more nearly meeting the 
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standard of proportionate ability to 
pay. When food and clothing are 
exempted from the sales tax, much of 
the objection to the tax is removed, 
though on the other hand its produc- 
tivity is also considerably lessened. 

State sales taxes do not work fairly 
because of limitations on the taxing 
power of the states contained in the 
federal constitution, and because of 
lack of uniformity between such taxes 
imposed by adjoining states. Sales of 
merchandise to be shipped from one 
state to another can not be subjected 
to a state sales tax. There is accord- 
ingly a strong inducement to buy in 
another state or from a mail order 
house, to the disadvantage of the local 
merchant. The merchants of New 
York City are objecting vigorously to 
the New York State sales tax on the 
ground that it has a tendency to divert 
trade to adjoining states. 

If we must have sales taxes, it would 
be fairer to have them levied by the 
federal government and returned in 
part to the states. The federal govern- 
ment now levies manufacturers’ sales 
taxes on about 35 types of merchandise. 
Manufacturers of these types of mer- 
chandise have complained with justice 
that they are being discriminated 
against. A general sales tax by the 
federal government would at least end 
these inequities, though, as previously 
stated, any sales tax is open to strong 
objections on general principles. 


State Franchise Taxes 


There is considerable room for im- 
provement in state franchise taxes 
which are levied on corporations for 
the privilege of exercising their char- 
ters or doing business within the state. 
Corporations doing a national business 
must file franchise tax returns in 
numerous states. There is no uni- 


formity in the franchise tax laws of 
the various states and even when the 
rates of tax are not excessive the di- 
versification in the state laws, the 
ambiguity of some of the laws, the 
variations in the forms of the reports 
that must be filed, and the information 
that must be furnished place these 
taxes very close to the nuisance cate- 
gory. It would be a distinct benefit if 
states would co-operate for the enact- 
ment of uniform franchise tax laws 
and the requirement of uniform re- 
ports as far as this may be feasible, 
especially with respect to the allocation 
of income among states, in the case of 
corporations doing business, and sub- 


ject to taxation, in more than one 
state. 


Duplicate Taxation 


One of our most serious and irri- 
tating tax problems is that of dupli- 
cate taxation. This problem has two 
phases: duplicate taxation by this 
country and other countries, and 
duplicate taxation by the federal gov- 
ernment and by the states and their 
sub-divisions. 

There is scarcely any tax levied by 
the federal government that is not also 
levied by one or more of the states. 
It has been estimated that there are 
over thirty subjects of taxation by the 
federal government which are also 
taxed by one or more states and terri- 
tories. With mounting expenditures 
and the continuous search for new 
sources of revenue, these duplications 
are increasing trom year to year. It 
stands to reason that, if the federal 
government takes a portion of the 
revenue from some source and the 
states or their sub-divisions take a 
further portion, the source may well 
dry up or evasions be encouraged. For 
example, the combined federal, state, 
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and even local, taxes on gasoline have 
at times been equal in some places to 
almost 100 per cent. of the selling price 
of the gasoline itself. This is 
obviously a case of duplicate taxation 
run riot or, to put it in the language 
of the man in the street, of riding a 
good horse to death. One hears 
rumors of “bootleg” gasoline which is 
supposed to have escaped paying the 
tax. Unreasonably high taxation, 
aggravated by duplication, tends to en- 
courage such bootlegging. 

It seems important that careful 
studies should be made of the types of 
taxes that may best be collected by the 
federal, the state and the local govern- 
ments, respectively, and that measures 
should be taken to eliminate the numer- 
ous duplications that now exist. To 
some extent the states now collect taxes 
and return a portion of them to the 
communities from which they were 
collected. This principle might be 
more widely adopted and might well be 
extended to the interrelation of the fed- 
eral and state governments. 

It might be argued that it would 
make little difference to a New York 
corporation whether it pays 4% per 
cent. of its income to New York State 
and 1334 per cent. to the federal gov- 
ernment, or whether it pays 184 per 


cent. to the federal government. How- 
ever, when the federal government 


fixed a corporation income tax rate of 
1334 per cent., it was not concerned 
with the fact that a business corpora- 
tion in New York State also pays 4+! 
per cent. of its income to the state gov- 
ernment. If all taxes on corporate 
income were levied by the federal gov- 
ernment, to be returned in part to the 
states, it is entirely probable that the 
federal rate would have been less than 
18’ per cent. Under such a plan 
New York State would receive some 


benefit from the fact that it pays such 
a large proportion of the income tax 
collected by the federal government. 
As for duplications in international 
taxation, the House Ways and Means 
Committee has proposed a measure 
which, if adopted, would be a distinctly 
backward step. For years the Interna- 
tional Chamber of Commerce and the 
League of Nations have been working 
through committees to minimize double 
taxation. This country has taken a 
leading part in this work. In our own 
federal income tax laws we have done 
much to relieve American industry of 
this burden. Since 1918 our income 
tax laws have provided that an Ameri- 
can corporation doing business in a 
foreign country may credit against its 
United States income tax the income 
taxes which it is required to pay to 
foreign countries, with suitable restric- 
tions to prevent it from paying to the 
United States less than the full tax on 
all income derived in this country. 
This credit was allowed on the theory 
that each country should receive the 
tax on the income derived from that 
country, and that a corporation could 
not be expected to pay income taxes to 
more than one country on the same 
income. For example, a United States 
corporation doing business in Great 
Britain is required to pay a British tax 
of 25 per cent. of its income. Under 
our present income tax law such cor- 
poration would pay no tax to the 
United States on its British income. 
The House Ways and Means sub- 
committee recommended that the credit 
for foreign taxes be eliminated en- 
tirely, and that corporations doing 
business in foreign countries be obliged 
to pay the 1334 per cent. tax on all 
income derived from foreign countries. 
The Secretary of the Treasury op- 
posed this recommendation and urged 
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that the credit be retained. The Ways 
and Means Committee decided as a 
compromise to recommend that the 
credit for foreign taxes be reduced by 
one-half, or, in other words, that a 
corporation pay one-half of the United 
States tax on all income derived from 
a foreign country in addition to the 
income taxes paid to such foreign 
country. 

Anyone familiar with the foreign 
operations of our industries knows the 
tremendous difficulties they have en- 
countered, particularly during the past 
few years. At this time when our 
foreign trade needs every bit of en- 
couragement that can be given to it, it 
seems singularly inappropriate to add 
this additional burden. It would seem 
proper for taxpayers to exercise their 
constitutional right of petition, and to 
communicate with their Congressional 
representatives with a view to elimi- 
nating this serious inequity. 

Probably the most glaring instance 
of double taxation confronts an Ameri- 
can corporation doing business in 
France through a French subsidiary. 
The French subsidiary must pay a tax 
to France on its earnings. When the 
French subsidiary pays its earnings as 
dividends to the American parent com- 
pany, it must pay a further tax to the 
French government. The French gov- 
ernment claims still further that, when 
the American parent company pays a 
dividend to its own stockholders, a 
French tax must again be paid on a 
proportionate part of this dividend, on 
the theory that it includes earnings of 
the French subsidiary. In order to 
meet discrimination of this kind, the 
Ways and Means Committee has 
recommended authorization of dis- 
criminatory taxation against foreign 
corporations domiciled in countries 


which discriminate against our corpora- 
tions. 

| question the wisdom of such legis- 
lation. Retaliatory measures merely 
breed further retaliation. | doubt 
whether, by treating foreign taxpayers 
unfairly, we can improve the treatment 
of our corporations by foreign coun- 
tries. | would prefer to see all foreign 
taxpayers fairly treated, and trust to 
the usual diplomatic channels for the 
elimination of inequities. However, if 
finally enacted into law, the President 
can be depended upon to exercise this 
authority judiciously. 

In connection with the pending new 
Revenue Act much has been said re- 
garding tax avoidance, and it has been 
proposed to raise over two hundred 
million dollars in additional revenue 
through stopping up loopholes in the 
income tax law. ‘There are un- 
doubtedly some loopholes which should 
and will be eliminated. However, there 
is grave danger that, in its anxiety to 
prevent tax avoidance, Congress will 
enact provisions unfair to taxpayers. I 
have already referred to the proposed 
reduction in the credit for foreign 
taxes. 


Consolidated Returns 


Another unfair proposal of the 
Ways and Means Committee is to in- 
crease to 1534 per cent. the income tax 
rate on a group of affiliated corpora- 
tions electing to file a consolidated in- 
come tax return. The income tax rate 
on separate returns is 1334 per cent. 
Under existing law if a consolidated 
return is filed for 1933 the rate is 14% 
per cent. and for 1934 and 1935 the 
rate is 1434 per cent. It is now pro- 
posed to increase the rate to 1534 per 
cent., which means that a group of cor- 
porations filing a consolidated return 
will pay 2 per cent. more on their com- 
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bined net income than if separate re- 
turns were filed. This proposal, too, 
was a compromise with the recommen- 
dation of the sub-committee for the 
complete prohibition of consolidated 
returns. 

It is difficult to see any justification 
for a two per cent. additional tax on 
consolidated returns. Consolidated re- 
turns were first required in 1917 in 
order to prevent tax avoidance rather 
than to permit it. Consolidated finan- 
cial statements were developed years 
before the imposition of our first fed- 
eral corporation income tax in 1909 in 
order to show the true financial posi- 
tion and results of operations of a 
group of corporations under one 
ownership. Similarly, it is only by 
means of a consolidated tax return that 
the true taxable income of a group of 
affliated corporations can be deter- 
mined. Why should a group of cor- 
porations be penalized to the extent of 
two per cent. for determining their 
taxable income according to sound ac- 
counting principles ? 


Depreciation 

Under the federal income tax law 
taxpayers are entitled to a reasonable 
allowance for exhaustion, wear and 
tear and obsolescence of property, com- 
monly referred to as depreciation. The 
theory is that if a taxpayer purchases 
machinery at a cost of $100,000, and 
the machinery has a useful life of 10 
years, one-tenth of the cost of the 
machinery, or $10,000, is used up in 
each year, and is as much a part of the 
cost of operations as the materials or 
supplies which are consumed during 
the year. 

The sub-committee of the House 
Committee on Ways and Means recom- 
mended that for the next three years 
the depreciation allowance be reduced 


by 25 per cent. as an emergency 
revenue measure. The Secretary of 
the Treasury opposed this reduction 
and the Committee on Ways and 
Means finally abandoned the plan upon 
receiving assurances from the Secre- 
tary of the Treasury that substantially 
the same result would be secured by 
stricter administration of existing law 
and substantial reduction in the de- 
preciation allowances in individual 
cases. 

Newspaper reports calling attention 
to the increase in the aggregate of de- 
preciation deductions claimed in cor- 
poration returns apparently overlook 
the great increase in the property and 
plant investment of corporations dur- 
ing the past twenty years. 

It may be that some taxpayers are 
receiving excessive allowances for de- 
preciation, but there is serious danger 
that if the Treasury initiates a general 
movement for the reduction of depre- 
ciation allowances, as is apparently 
proposed, not only will serious tax 
inequities result but the present tend- 
ency toward more informative and 
conservative financial statements may 
be retarded. 

The Treasury is likely to underesti- 
mate the importance of the obso- 
lescence factor. With the country’s re- 
duced purchasing power, industry is 
striving for reduced costs through new 
and more efficient processes of opera- 
tion and manufacture. If wages and 
raw material prices are to be main- 
tained this is obviously the only 
method by which industry can cope 
with present conditions. This means 
scrapping inefficient machinery and 
abandoning inefficient plants. In gen- 
eral, the depreciation rates now allowed 
are no more than is necessary to pro- 
vide for this obsolescence, which is a 
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more vital factor in a company’s opera- 
tions than ever before. 

The advent of the income tax was 
largely responsible for industry recog- 
nizing the importance of depreciation. 
In the past few years when earnings 
reports have been so disappointing 
there has been a strong temptation to 
show better operating results by de- 
creasing deductions for depreciation. 
The better managed corporations have 
commendably resisted this temptation. 
It would be rather ironical if the in- 
come tax which did so much to make 
industry cognizant of the importance 
of depreciation should now be respon- 
sible for corporations giving less than 
full recognition to the depreciation and 
obsolescence which in many cases are 
the most important elements in the 
income account of corporations. 


Capital Losses 


Our federal income tax law already 
contains inequitable provisions regard- 
ing capital losses and it is proposed to 
increase, rather than to eliminate, these 
inequities. Under existing law if a 
corporation sells securities at a net loss 
it can deduct the loss from its operat- 
ing income only if the securities have 
been held for more than two years. It 
is now proposed to prohibit the deduc- 
tion of any net loss on the sale of 
securities or any other capital assets, 
regardless of how long they have been 
held. However, if the securities or 
other capital assets are sold at a net 
profit, such profit will be taxable. If 
the sale of capital assets at a profit 
increases the capacity to pay taxes, it 
seems obvious that the sale of capital 
assets at a loss must correspondingly 
reduce the capacity to pay taxes. I 
know of no theory which would justify 
the taxing of net gains, while prohibit- 
ing the deduction of net losses. As for 


the avoidance of taxes by selling 
securities at a loss, | can not under- 
stand how any sane taxpayer would 
deliberately lose money in_ security 
transactions in order to recover in taxes 
1334 per cent. of his loss. 
Tax Avoidance 

While on the subject of tax avoid- 
ance, | feel that taxpayers have at 
times been unfairly criticized. The 
directors of a corporation have a duty 
to the government to pay all the taxes 
that they owe. They also have a duty 
to their stockholders to pay no more 
than they owe. If they follow the 
letter of the law, they are doing what 
the officers of the government neces- 
sarily do in administering the tax law. 
lf a taxpayer is seeking a deduction, 
the fact that he may equitably be en- 
titled to it helps him little if he can not 
bring it within the letter of the law. 
I think it was Justice Holmes, of the 
United States Supreme Court, who 
said that taxpayers must turn sharp 
corners in dealing with the govern- 
ment. Having turned the required 
sharp corners, however, they should 
not be subjected to criticism. 


Conclusion 


In conclusion, I would emphasize 
that Congress, our state legislatures, 
and our local governments, have a tre- 
mendous task to reduce public expendi- 
tures and to distribute fairly the neces- 
sary tax burden. The difficulties are 
not to be minimized. Industry will as- 
sume its full share of the burden, but 
it is entitled to have the assurance that 
this burden has been ‘so contrived as 
to take out of the pockets of the peo- 
ple as little as possible over what is 
needed by the Public Treasury,” and 
to have the further assurance that the 
tax burden has been spread as 
equitably as is humanly possible. 
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Letter of Sir Walter Scott regarding Accountancy* 


The letter is dated 23rd July 1820, 
from Abbotsford, and is addressed to 
Thomas Scott, Esq., Paymaster, 70th 
Regiment, Sir Walter’s brother :— 

“After my own sons, my most ear- 
nest and anxious wish will be, of 
course, for yours,—and with this view 
i have pondered well what you say on 
the subject of your Walter; and what- 
ever line of life you may design him 
for, it is scarce possible but that | can 
be of considerable use to him. Before 
fixing, however, on a point so very im- 
portant, | would have you consult the 
nature of the boy himself. [| do not 
mean by this that you should ask his 
opinion, because at so early an age a 
well bred up child naturally takes up 
what is suggested to him by his par- 
ents; but | think you should consider, 
with as much impartiality as a parent 
can, his temper, disposition, and quali- 
ties of mind and body. It is not 
enough that you think there is an open- 
ing for him in one profession rather 
than another,—for it were better to 
sacrifice the fairest prospects of that 
kind than to put a boy into a line of 
life for which he is not calculated. If 
my nephew is steady, cautious, fond of 
a sedentary life and quiet pursuits, and 
at the same time a proficient in arith- 
metic, and with a disposition towards 
the prosecution of its highest branches, 
he cannot follow a better line than that 
of an accountant. It is highly respect- 
able—and is one in which, with atten- 
tion and skill, aided by such opportuni- 
ties as I may be able to procure for 
him, he must ultimately succeed. I say 
ultimately—because the harvest is 
small and the labourers numerous in 
this as in other branches of our legal 


*From History of Accounting and Accountanis by 
Richard Brown, 


practice; and whoever is to dedicate 
himself to them, must look for a long 
and laborious tract of attention ere he 
reaches the reward of his labours. If 
L live, however, I will do all I can for 
him, and see him put under a proper 
person, taking his ‘prentice fee, etc., 
upon myself. But if, which may pos- 
sibly be the case, the lad has a decided 
turn for active life and adventure, is 
high-spirited, and impatient of long 
and dry labour, with some of those 
feelings not unlikely to result from 
having lived all his life in a camp or a 
barrack, do not deceive yourself, my 
dear brother—you will never make him 
an accountant; you will never be able 
to convert such a sword into a pruning- 
hook, merely because you think a 
pruning-hook the better thing of the 
two. In this supposed case, your au- 
thority and my recommendation might 
put him into an accountant’s office ; but 
it would be just to waste the earlier 
years of his life in idleness, with all 
the temptations to dissipation which 
idleness gives way to; and what sort 
of a place a writing-chamber is, you 
cannot but remember. So years might 
wear away, and at last the youth starts 
off from his profession, and becomes 
an adventurer too late in life, and with 
the disadvantage, perhaps, of offended 
friends and advanced age standing in 
the way of his future prospects.” + 

It may be of interest to add that 
young Walter was not placed in an ac- 
countant’s office. In 1822 Scott, in 
writing to his own son who was in the 
Army, says of his nephew Walter— 
“The little fellow studies hard . . . if 
you do not take care he may be a Gen- 
eral before you.” He died a General 
in 1873. 


t+ Lockhart's Life of Scott, Vol. VI., p. 223. 
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A Socratic Discussion of ‘‘Cost”’ 


On Friday, February 16th, 1934, 
there was a joint meeting of the Phila- 
delphia Chapters of the National Asso- 
ciation of Cost Accountants and of the 
Pennsylvania Institute of Certified 
Public Accountants. The subject for 
the evening was “What Is Cost?” The 
program was intended to be a Socratic 
discussion, but because of the length 
of the statements setting forth the 
views of the speakers, the program 
resolved itself down to four speeches. 
A member of our firm, Mr. A. Karl 
Fischer, and the president of a com- 
pany which is an old client of the firm, 
were two of the speakers. 

Mr. George Arisman, Comptroller 
of the Armstrong Cork Company, pre- 
sented a chart setting forth in detail 
all of the accounts represented in cost. 
He presented definitions of each item 
appearing in the chart. 

Mr. Fischer said that we have at- 
tacked the problem of cost from so 
many points of view in the last four 
years that when first asked “what is 
cost ?” we think “what is which cost?” 
We have tried to figure at what prices 
the producer could sell during the last 
few years so that he could cover cash 
manufacturing expenses and some part 
of insurance, taxes, depreciation and 
other fixed charges—depending on 
what the traffic would bear. 

His remarks were about as follows: 
“There are four kinds of costs with 
which we have to deal—true cost, the 
cost with which the public accountant 
concerns _ himself,—and the two 
hybrids, out-of-pocket cost, and cost 
under the N.R.A. 

“Of course, everybody knows that 
the public accountant thinks that for 
purposes of valuing inventories in the 
balance sheet the lowest figure obtain- 





able is correct, and for purposes of 
stating the profit and loss account 
every expenditure possible should be 
included in cost of sales. If the audi- 
ence wants proof of this, they need 
only engage any public accountant. 

“With respect to the two hybrid 
costs, which have had so much con- 
sideration of late, time does not permit 
discussing them, and my remarks this 
evening will be confined to ‘true cost.’ 

“In considering costs it should be 
remembered that balance sheets and 
income accounts do not attempt to 
present true costs. An annual income 
account is purely a history of profits 
that have attained tangible form and 
not of what true earnings were in a 
year. A company builds up an organ- 
ization, endures periods of subnormal 
sales, advertises and experiments over 
a period of years and in possibly two 
or three years reaps the harvest of all 
this work. The income shown by the 
income account is realized but not 
earned in the year of realization. In 
good times we boast of economies re- 
sulting from large volume and reduce 
prices because of these economies. 
Cost accountants in the years of high 
volumes frequently include deprecia- 
tion, taxes, insurance for one year 
only, whereas the business paid insur- 
ance and taxes and suffered deprecia- 
tion for a period of many years to be 
able to realize the profit shown by the 
income account. The result is that as 
prices are reduced to the apparent cost 
in good years, goods are virtually given 
away and markets exhausted. If we 
would observe the tactics of the most 
skillful operators and give effect to 
them in our cost, we would have much 
more accurate costs.”’ 

He told of an operator who in good 
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years would find every excuse for pro- 
viding reserves so as to reduce the 
profits shown by the books to a mere 
comfortable margin over the regular 
dividend, and who would consume 
these reserves in poorer years. His 
methods probably proved more accu- 
rate than the conventional methods of 
setting up reserves for depreciation, 
depletion, etc. 

Mr. Fischer described a system 
which he believed to be the nearest to 
an ideal system of obtaining costs. He 
quoted from a standard accounting 
system for one of our larger industries. 
“It should be recognized that expenses 
do not fluctuate in parallel with pro- 
duction and sales, and that the fiscal 
year is an arbitrary period which may 
not represent average conditions.” 
This system provides for figuring costs 
for an extensive period of years, de- 
ferring experimental expenses and 
other costs in excess of what can be 
absorbed by predetermined normal 
overhead rates, and for setting up re- 
serves for absorptions at these rates in 
excess of actual cost. The best meth- 
ods of to-day, which involve the de- 
termination of “normal volume,” 
“excess facilities,” “unbalanced capaci- 
ties,” “normal overhead rates,” ete., 
are all based on the thought expressed 
in the previous quotation. He called 
attention to the fact that the standard 
system from which he had quoted 
warned against carrying the deferred 
items in the balance sheets at statement 
periods. On the other hand it followed 
this admonition with this idealistic ex- 
planation that “this practice should be 
interpreted as one of financial con- 
servatism rather than one of correct 
cost procedure.” Mr. Fischer stressed 
the fact that whereas idealistic prin- 
ciples were set forth, the system 
showed throughout by its conservatism 


that it was drafted by a hardheaded 
crowd. 

Mr. Fayette R. Plumb began his 
talk by saying Lybrand, Ross Bros. & 
Montgomery had been accountants for 
his company for thirty years and went 
on to say that he wished to speak about 
two points, one, that the cost account- 
ing departments should obtain their 
figures as quickly as possible, and the 
other, that they should not attempt to 
make as fine calculations as they usually 
do. He stated that the bases for their 
calculations are always approxima- 
tions. The weights, time consumption 
records, ete., on which all cost figures 
are based always originate with fac- 
tory employees who are not accurate. 
After receiving these figures the cost 
accountants work them out to five and 
six places and give them to the execu- 
tives many weeks later. After manu- 
facture is completed, it is too late to 
correct errors in production methods 
and sales prices. Mr. Plumb’s speech 
was very practical and sensible. 

Mr. Lockwood’s speech was very 
weighty and the way he treated in a 
few minutes several subjects, each of 
which could take a full evening’s dis- 
cussion, reminded one of a strong man 
lightly tossing around enormous 
weights. 

Mr. Lockwood asked several posers, 
among which were: 


Should dollar fluctuations, as 
measured by price level changes or 
index numbers, enter into cost cal- 
culations ? 

Should costs include provision for 


possible losses due to unusual risks 
confronting the enterprise? 


Whether the accounting and book- 
keeping technique developed within 
recent years of writing off fixed 


(Continued on page 16) 
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‘What is Cost?” 


By JEREMIAH LocKwoop, C.P.A. 


Professor of Accounting, 


When it is realized that the National 
Association of Cost Accountants, now 
operating 45 Chapters with a member- 
ship in excess of 5,000, has been in 
existence for nearly 15 years and that 
thousands of Chapter meetings have 
been held, one cannot help but feel that 
the subject assigned for this evening, 
namely, “What is Cost,’ must have 
been worn threadbare by this time. Is 
it possible to say anything on this topic 
that has not been said time and time 
again? Can it be true that after 15 
years of questioning, answering, argu- 
ing and analyzing this Association has 
not emerged with a definition of “cost” 
that is acceptable to its leadership and 
its membership? While | am fully 
aware of the difficulties of developing 
new ideas on the subject of costs, per- 
haps some of the threadbare arguments 
may be discarded and the remainder 
rearranged with profit. 

The purpose of this paper, rather 
than being an inquiry into the defini- 
tion of cost, will be to mention and to 
discuss briefly some of the difficulties 
which must be solved if an adequate 
conception of cost is to be developed. 
The late Thorstein Veblen, in his cele- 
brated Theory of Business Enterprise,! 
stated, regarding the concept of profits, 
that the term was “sufficiently intel- 
ligible to the business community to 
permit business men to use it without 
definition.” ‘Tonight, in this gathering 
of cost accountants and certified ac- 
countants, Veblen may be emulated for 
the time being at least by assuming that 
the term cost is a concept sufficiently 

| Page 88. 


University of Pennsylvania, 


intelligible to accountants to warrant 
its use without definition. 

Before mentioning some of the diffi- 
culties inherent in building up a con- 
cept of cost I would like to tell you a 
story bearing upon the problem before 
us, which appeared in an article in the 
December 1930 issue of the Accounting 
Review. The article in question, writ- 
ten by H. W. Sweeney, is entitled 
“Maintenance of Capital.’ As the 
story goes “a merchant in Germany 
during the inflation period purchased 
ten kegs of nails. For them he paid 
1,000 Marks. Thinking that he was 
making a good profit, he sold them for 
1,333 Marks, one-third more than their 
cost. But when he ordered more nails 
from his wholesaler, he was startled to 
learn that the entire proceeds from the 
sale of the original ten kegs, including 
the nominal profit of 334%4% on cost, 
would purchase only eight kegs of the 
same nails. Thinking to prevent a 
further similar diminution in his stock 
of nails he sold the eight kegs, which 
cost 1,333 Marks, at twice their cost, 
namely at 2,666 Marks. Upon com- 
pletion of this second sale he was able 
to buy, however, only six kegs with the 
entire proceeds because the Mark con- 
tinued its rapid fall in value. In short 
after several more similar cycles of 
buying and selling nails, there remained 
to him only a single nail. So, in 
despair, he drove it into the wall and 
on it hanged himself.’”* While the 
incident was related to illustrate an- 
other point the question might be asked 
as to whether the German actually 


2 Page 282. 
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recovered his costs through sales he 
made. 

While the fundamental purpose of 
all business is to secure pecuniary 
gains or profits, one of the fundamen- 
tal purposes of accounting is to see 
that these gains or profits are reflected 
correctly upon the books and shown 
upon the statements prepared. Since 
profits may be tritely defined as the 
difference between selling prices and 
costs, profits cannot be measured prop- 
erly unless we adequately measure 
Given a selling price different 
methods of measuring costs will result 
in different net profit figures. Do 
profits arise simply because the dollar 
values placed on costs of articles sold 
are less than the dollar value realized 
on the sales? The ordinary profit and 
loss statement prepared might answer 
this question in the affirmative, but the 
conversion of the income received (i.e. 
cash) into other articles of the same 
nature as those sold might lead one 
into questioning the accuracy of the 
profit and loss statement. 

It follows, therefore, that if the busi- 
ness enterpriser is not certain that his 
primary purpose—i.e. the securing of 
profits—is being accomplished, unless 
he can fairly measure his costs in rela- 
tion to his incomes (selling prices ), the 
question of cost determination becomes 
equally important with that of profit 
determination. What are some of 
these problems of cost determination ? 
A brief inquiry into them will be under- 
taken at this point, not for the purpose 
of treating them exhaustively but 
merely for the purpose of indicating 
their nature. It is not to be inferred 
that the relative importance of each 
problem depends upon the order in 
which it is discussed. The writer be- 
lieves that all of them are important 


costs. 


and has not attempted to weight them 
in any way. 


Question No. 1: 


Why are accountants interested in a 
definition of cost? 

The concept of cost is fundamental 
in the field of economics or business. 
Theories have been developed as to the 
relationship between cost and value, 
and between cost and supply. Ac- 
counting attempts to measure, to record 
and to interpret the constant stream of 
business transactions arising because of 
man’s economic activities. The busi- 
ness man in quest of profits has built 
up a series of business concepts, gen- 
erally through trial and error. The ac- 
countant in measuring the transactions 
of the business enterpriser has appro- 
priated to a large extent the business 
man’s vocabulary. The accountant’s 
language is the language of business. 
His concepts of capital, profits, assets, 
liabilities, cost, expenses are quite simi- 
lar to those of his business associates. 
For this reason, if for no other, the 
accountant is interested in the cost con- 
ceptions developed by business men 
and by his fellow associates. 

Although the business man’s concept 
of cost may be a satisfactory one for 
accountants to employ at times, chang- 
ing business conditions, improvements 
in the arts of production, changes in 
the methods of production may find 
accountants with a measuring stick for 
costs which is obsolete or untrust- 
worthy. Even though the accountant 
has made tremendous strides in the 
last two or three decades these have 
been principally in the field of practice 
and procedure. H. R. Hatfield in an 


address on “What is the Matter with 
Accounting,” delivered at the annual 
meeting of the American Institute of 
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Accountants in September 1927,* stated 
that “American Accountants lead the 
world in technique. They probably 
also lead the world in the formulation 
of accounting doctrine. But the pres- 
ent need of the profession is a further 
development of sound theory rather 
than improved practice.” 

No notable developments in account- 
ing conceptions have taken place in 
many years. Basic accounting theory 
has not been revised to any extent. 
Perhaps basic theory in accounting 
need not be overhauled but let it not 
be forgotten that economic, social and 
political changes are taking place 
rapidly and that ideas, ideals and ma- 
terial possessions are—as some one 
aptly said—on an irresistible march to 
the junk heap. Accounting practice 
and theory must keep pace and discard 
old ideals and ideas which are no longer 
useful. Perhaps the accounting con- 
ception of cost needs considerable re- 
vision in this changing age if it is to 
satisfactorily assist in fulfilling its mis- 
sion of measuring costs and _ profits 
scientifically. 





Question No. 2: 

Is the concept of cost linked up with 
that of Profits and with Capital? 

Professor Irving Fisher* states that 
“Wealth at any given time is capital. 
The benefit derived therefrom over a 
period of time is income. The pro- 
cedure necessary to distinguish capital 
from income is the fundamental prob- 
lem in accounting.” Sweeney, in the 
article previously referred to, develops 
further this thought of capital main- 
tenance and profits. Shall we, Sweeney 
asks, provide for maintenance of capi- 
tal on the basis of its dollar valuation, 
on the basis of its physical form, or 


8 Journal of Accountancy, October 1927. Page 279. 
‘ Accountants’ Handbook (1923). Page 1363. 


upon the basis of its purchasing 
power? ‘To revert to the story of the 
German merchant and the kegs of 
nails, was a profit made when the ten 
kegs were sold for 1,333 M. or was 
cost understated, since with the pro- 
ceeds he could repurchase only a lesser 
number of kegs of nails? Measuring 
capital in terms of Marks, his costs 
were less than the selling price. If he 
measured his capital in terms of physi- 
cal goods sold and replaced, the trans- 
action resulted in a loss of 25% of his 
capital. It is not desirable to ignore 
or to dismiss as an academic question 
this problem of capital maintenance. 
Neglect of this consideration, as we 
know, has been fatal to many enter- 
prises. 

QueEsTION No. 3: 

IVhat considerations are to be given 
to the time period during which costs 
are being accumulated ? 

Suppose, for instance, costs are 
being accumulated for February 1934. 
Do these costs reflect the costs incurred 
in February, or are they a composite 
of costs incurred at various previous 
periods plus an allowance for future 
costs? As a matter of practice do we 
not add to the actual February outlays 
for rent, wages, salaries paid, power 
consumed, etc., additional amounts to 
cover outlays for materials purchased 
in previous months and used in this 
month; additional amounts to cover 
depreciation on equipment and other 
fixed assets purchased at varying times 
within recent years? And, with equal 
abandon do we not fail to add to costs 
some sales or administrative outlays 
made in the past, which outlays have 
directly benefited the operations of this 
month through the inclusion of sales? 
Further, outlays or expenditures may 
have been made in this period which 
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may result in securing sales or income 
in future periods. Does this plan of 
accumulating costs call for any revi- 
sion ? 


Question No. 4: 


In building up a usable concept of 
cost what considerations, if any, are to 
be given to the definitions of cost ad- 
vanced by economists? 


Economists from the time of Adam 
Smith down to the present have evi- 
denced a lively interest in cost and cost 
of production. They have defined cost 
in terms of labor effort, sacrifices 
made, expenses of production, and dis- 
utilities incurred. Some have made no 
attempt to define the term but have 
substituted other terms, such as sacri- 
fice cost, opportunity cost, which they 
have analyzed. One economist® has 
defined production costs as the sum of 
the efforts and sacrifices that are in- 
curred in production. Another® states 
that the cost of a finished product is 
the total price of all of the factors of 
production used to produce it. A 
third’ believes that costs resolve them- 
selves into payments made for scarcity 
factors or resistances encountered in 
production. Resistances include, 
among others, waiting or saving, abil- 
ity, risk bearing, etc. Should account- 
ants regard as part of cost the value of 
sacrifices made, such as foregoing 
interest on investment, compensation 
to the enterpriser for superior mana- 
gerial ability, and compensation for the 
factor of risk bearing, in order that 
their results may fairly reflect economic 
notions of cost and profit ? 

It should be borne in mind that costs 
are not limited to money outlays. The 


5Seager, Principles of Economics. Page 58. 
6G. Cassel, Theory of Social Economy. Page 91. 


7R. T. Bye, Nature and Elements of Cost, Quarterly 
Journal of Economics, November 1926. 





owner of an orchard may spend con- 
siderable time in spraying and gather- 
ing fruit without necessarily expend- 
ing funds. It cannot be assumed that 
his returns from sales are all profit 
because no money was expended, hence 
there is no cost to be considered, not 
even depreciation, since the orchard 
may be appreciating in value with the 
passage of time. In the long run en- 
terprisers must receive interest on in- 
vestment, compensation for superior 
ability and a reward for assuming 
risks, otherwise supplies of commodi- 
ties will not continue to be manufac- 
tured. The cost concept of the econo- 
mist is essentially social in character, 
while on the other hand that of the 
accountant and business man is indi- 
vidualistic. Is there any way by which 
the gap between the two may be 
bridged so that a definition of cost may 
be built up which may be more satis- 
factory to the rank and file of business 
men, accountants, and economists ? 


Question No. 5: 

Should dollar fluctuations, as meas- 
ured by price level changes or index 
numbers, enter into cost calculations? 

To answer this question it is neces- 
sary for us to decide whether in busi- 
ness operations the business man is 
intent on keeping his dollar capital in- 
tact or his purchasing power intact. If 
dollar capital is considered as being 
more important than purchasing power 
capital then dollar fluctuations may be 
ignored. If ‘the purpose is to keep 
purchasing power intact dollar fluctua- 
tions cannot be overlooked. Consider 
the plight of a merchant who on Janu- 
ary lst of a given year invests $10,000 
in cash in a business. After a year he 
decides to retire from business and 
gradually converts his assets into cash 
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without any undue sacrifice. He finds 
himself possessed of $11,000 in cash, 
exclusive of a fair salary which he has 
exacted from the business for his serv- 
ices. A profit and loss statement 
would indicate a net income of $1,000. 

If the price level at the end of the 
year was 20% higher than it was at 
the beginning of the year the merchant 
would be justified in concluding that 
while he had a book profit of $1,000 
his capital was not maintained with 
respect to purchasing power and that 
he had lost some purchasing power in 
the operation of his business. There 
may be practical difficulties confront- 
ing the accountant in his attempt to 
measure loss in purchasing power, but 
we are not excused from considering a 
loss of purchasing power as a cost if 
maintenance of purchasing power of 
our invested assets is to be considered 
in determining business profits. 


Ovestion No. 6: 


Should costs include provision for 
possible losses due to unusual risks 
confronting the enterprise? 


A large hotel had a very heavy in- 
vestment in outdoor signs along the 
main highways of a certain state. The 
legislature of the state placed a heavy 
tax on all signs within its jurisdiction. 
The tax was regarded as confiscatory 
and the signs were removed, thereby 
destroying whatever value was pos- 
sessed by the asset. The item was 
treated as a capital loss and not shown 
as part of the cost of production. The 
accountant in charge of the audit stated 
that the depreciation provided should 
have included provision for losses due 
to unusual obsolescence. Is deprecia- 
tion understated if normal and unusual 
obsolescence is overlooked ? 


Question No. 7: 

Whether the accounting and book- 
keeping technique developed within re- 
cent years of writing off fixed assets to 
surplus has any effect upon cost? 

During the past few years there has 
been a marked tendency among busi- 
ness men to write down assets. A 


study of the balance sheets of many 


companies reveals that hundreds of 
millions of dollars in asset values have 
been written off to surplus, earned sur- 
plus, and capital from 1929-1932, the 
charges being in excess of depreciation 
requirements. In 1932 one company 
charged off in excess of $68,000,000 to 
capital and surplus; the statement of 
another company indicated charge-off 
of $36,000,000; a third charged over 
$62,000,000 to surplus; a fourth $32,- 
000,000; a_ fifth $24,000,000, etc. 
When huge balance sheet adjustments 
such as these are made one is justified 
in raising the question as to whether 
the charges were made because of fail- 
ure to properly calculate depreciation 
in the past, i.e. whether past costs were 
understated. Perhaps the answer may 
be that these enormous write-downs 
were inade for the purpose of eliminat- 
ing the necessity for heavy deprecia- 
tion charges in the future, thereby en- 
abling the company to operate more 
profitably. In the opinion of the 
writer, costs are not reduced by mak- 
ing periodic adjustments in balance 
sheet valuations. Depreciation would 
still be a factor to be considered in 
costs even though a _ corporation 
charged off all of its fixed assets to 
surplus, if it continued to use them. 
If this were not true it would be pos- 
sible by the magical effects of a journal 
entry to decrease or increase costs 
almost at will. 

Many other questions might be con- 
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sidered, but lack of time prohibits even 
the mention of them. An acceptable 
definition of cost cannot be and will 
not be developed until accountants 
come to some general agreement on 
many or all of the more fundamental 
questions of cost. Having once set- 
tled the fundamental issues we may 
proceed to the next steps of classifying 
and allocating costs for the guidance 
of the individual enterprise. But until 
basic issues are more thoroughly under- 
stood the definitions of cost advanced 
by educators, accountants and business 
men will leave room for considerable 
improvement. In a paper read at a 
recent conference of the New York 
State Society of Certified Public Ac- 
countants, Malcolm Muir, Division 
Administrator of the N.R.A., stated‘— 

“| have been told that one of the 
most practical ways in which the ac- 
counting profession can cooperate with 
the N.R.A. is to agree within itself as 
to what costs are. In my opinion, the 
question of just what constitutes cost 
under to-day’s condition should be a 
flexible factor determined largely by 
the conditions of each industry. That 
is why we have approved of code com- 
mittees’ inserting in their codes clauses 
to the effect that what shall constitute 
cost in each industry shall be deter- 
mined by the industry’s own code au- 
thority with the approval of the Ad- 
ministrator. <i 

In conclusion [ would like to say 
that a satisfactory definition of cost 
will not appear until consideration is 

8Certified Public Accountant, December 1933; also 


published in the Bulletin of the New York State So- 
ciety of Certified Public Accountants. 


given to some of the problems enu- 
merated. The busy accountant has 
neglected for too long a period of time 
the clarification of accounting concepts. 
Have we, for example, as cost account- 
ants, materially improved upon the con- 
cept of cost of production given to the 
world in 1887 by Garcke and Fells, 
when they defined the term “as the 
total expenditure incurred in the pro- 
duction of a commodity.” This defini- 
tion of fifty years ago differs very little 
from those appearing in text books to- 
day. 

What is being done to advance the 
science of accounting? Are we per- 
fecting devices for recording and classi- 
fying and allocating accounting data in 
conformity with accounting principles 
and postulates which have become au- 
thoritative because of constant repeti- 
tion? Perhaps Professor Hatfield was 
correct when he said the science of 
accounting is suffering from a lack of 
development of sound theory. 


A Socratic Discussion of “Cost” 
(Continued from page 10) 


assets to surplus has any effect upon 
cost 7 


Mr. Lockwood's speech would have 
afforded splendid opportunities for dis- 
cussion, and it was regrettable that 
time did not permit a real set-to on the 
questions he raised. Because of the 
stimulating nature of these questions 
and his treatment of them, Mr. Lock- 
wood’s paper is reproduced in full in 
this issue of our JOURNAL. 
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C. P. A. Examinations 


From time to time criticism is ex- 
pressed by unsuccessful candidates of 
the high percentage of failures in the 
C.P.A. examinations. Recently the 
New York Times carried a criticism of 
this sort from a former instructor at 
Columbia University, who complained 
that there was something “arbitrary” 
in the manner in which the examina- 
tions were conducted. He mentioned 
the fact that he had sat for the exami- 
nations nine different times and still 
had to pass one of the four required 
subjects. Apparently his lack of suc- 
cess convinced him that there must be 
something arbitrary or unreasonable in 
the examinations. 


A short time ago the results of the 
October, 1933 bar examination were 
announced by the State Board of Law 
Examiners of New York. Out of 
1,889 law school graduates who took 
the examination, only 847 passed. In 
other words, considerably more than 
half of the candidates for the bar 
examination failed, in spite of the fact 
that they had presumably passed suc- 
cessfully the examinations of the law 
school in which they took a three year 
course, after having first completed the 
requirements for a certain number of 
years of college work. 

When one observes this high degree 
of mortality in the bar examinations, 
in spite of the long period of prepara- 
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tion by the candidates and the much 
smaller number of candidates which sit 
for the bar examinations than would be 
the case if there were not first a very 
considerable weeding out of men who 
are dropped from year to year in the 
law schools, it is not at all surprising 
that there should be a very consider- 
able percentage of failures in the 
C.P.A. examinations. 

Under the New York law as it 
stands at the present time, the only 
preparation which a candidate for the 
C.P.A. examination must have is the 
completion of the equivalent of a four 
year high school course. He is not 
required previously to have passed any 
tests or school examinations with 
respect to his professional or technical 
education or training. Further, being 
so young a profession, public account- 
ing is looked on as a field which is not 
yet as crowded as the older professions 
and with the aid of glowing advertise- 
ments of some correspondence schools 
many men are probably led to believe 
that it is almost virgin territory and 
that a comparatively limited prepara- 
tion should suffice for passing the 
C.P.A. examinations. Not infre- 
quently the candidate’s feeling doubt- 
less is that he might as well take a 
chance and that he hasn’t lost a great 
deal if he does not pass. 

The experience of men on our New 
York staff has been that when they 
have adequately prepared themselves 
for the C.P.A. examination, it has not 
offered any insuperable obstacles or 
given them the impression of being in 


any way unfair. Naturally the exami- 
nations are not easy, but obviously they 
should not be if they are to be used as 
a test of one’s fitness for accountancy 
practice. 

Attention is called to the following 
provision in the New York C.P.A. 
law: 

Section 1498-a. Subsequent to January 
first, nineteen hundred and_ thirty-eight, 
every candidate for examination for a cer- 
tificate as a certified public accountant shall 
present evidence that he has satisfactorily 
completed the course of study in a college 
or school of accountancy registered by the 
department as maintaining a_ satisfactory 
standard, and that prior to the beginning 
of his course of study in such college or 
school of accountancy he - satisfactorily 
completed a four year high school course 
approved for this purpose or the equivalent 
as determined by the commissioner of 
education. 


After the foregoing law provision 
goes into effect, the percentage of fail- 
ures in the C.P.A. examinations should 
be materially reduced because many 
men who are inadequately prepared for 
it will not be able to sit for the exami- 
nations by reason of not having quali- 
fied under the above-quoted law provi- 
sions. 

In view of the added requirement of 
the above-quoted law section, the pre- 
cise interpretation of which is still in 
some doubt, it is desirable that all 
members of our staff who wish to 
obtain a New York C.P.A. certificate 
complete their preparation and sit for 
the C.P.A. examination at as early a 
date as feasible. 
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Secret Reserves 


The subject of secret reserves would 
seem to possess only academic interest 
at the present time, as any that may 
have existed in either banks or indus- 
trial companies in the United States 
have probably been exhausted by the 
losses of the depression period. To 
the Americans present at the [nterna- 
tional Congress on Accounting held in 
London in July last, however, it was 
interesting to note the animated dis- 
cussion by the British accountants 
which followed the reference to secret 
reserves in the paper presented by Mr. 
Henry Morgan, F.S.A.A., past presi- 
dent of the Society of Incorporated 
Accountants and Auditors, on “The 
Auditor’s Responsibility in Relation to 
Balance Sheets and Profit and Loss 
Accounts” from the British point of 
view. 

Apparently, to judge from the inter- 
est in the subject, secret reserves are 
more often present in the case of Brit- 
ish corporations than is the case on this 
side of the water. A British account- 
ant told the writer that it was supposed 
that the big London banks had large 
secret reserves because when some 
heavy loss was incurred—as, for ex- 
ample, that resulting from the Hatry 
failure—the banks were able to absorb 
it without any apparent effect on their 
surplus and undivided profits. Our 
American banks don’t seem to have 
followed the practice of accumulating 
any secret reserves, judging from the 
enormous write-offs which, according 
to newspaper reports, some of the large 
New York banks have recently made. 

During the discussion of Mr. Mor- 
gan’s paper the writer made the fol- 
lowing notes as a tentative statement 
of general principles to be followed in 
dealing with secret reserves: 


1. If the reserves are not required to 
provide for any contingent liabilities or to 
provide for any uncertainties of value with 
respect to any assets, such reserves are in 
effect a portion of the company’s surplus 
and, if of relatively material amount, there 
is no accounting principle which justifies the 
failure to disclose the amount and nature of 
such reserves in the balance sheet; further, 
any reserves of such character should at the 
time of creation be treated as an allocation 
of profits or surplus and not be merged or 
obscured in the profit and loss (or income) 
statement. 


2. If the so-called “reserves” represent 


a provision for the amount which it is be- 
lieved may be required for the discharge of 
liabilities which are momentarily only con- 
tingent, or which represent a reasonable 
exercise of conservatism in valuing assets, 
disclosure of the specific amounts of such 
reserves in either balance sheet or profit and 
loss statement does not seem essential; also, 
in such a case the items come nearer to 
being provisions or allowances than reserves. 


3. When reserves of the character con- 
templated in “1” are discontinued, the 
amount thereof should be credited directly 
to surplus and not passed through the profit 
and loss statement of the year of such dis- 
continuance; if the debits have been to 
earned surplus, the credit should likewise be 
to earned surplus. 


4. In the event of any charges being 
made to reserves of the character contem- 
plated in “1,” the nature and amount of such 
charge should be disclosed in the year in 
which made, in most cases preferably in the 
year’s profit and loss statement. 


5. In the event of it being found that any 
material portion of reserves contemplated in 
“2” is no longer required, such amount 
should be credited to surplus account (to 
earned surplus, if the debit was to earned 
surplus) or, if included in the year’s profit 
and loss statement, such amount should be 
disclosed as an extraordinary item and not 
merely merged in the ordinary operations 
and included in the net result stated for the 
year without disclosure thereof. 


In view of the differences of opin- 
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ion expressed at various times in the 
past, the editor of the L. R. B. & M. 
JourNaAL would be interested in any 


comments which members of our 
organization wish to make on the fore- 
going statement of general principles. 





Notes 


The following interesting comment 
appeared in the column conducted 
under the name of “Girard” in the 
January 22 issue of The Philadelphia 
Inquirer, pursuant to a letter written to 
the columnist by Mr. Ross: 

Is it possible that the Blue Eagle is the 
world’s oldest bird? 

T. Edward Ross writes me the suggestion 
to that effect and cites a precedent 500 vears 
old for the NRA. 

Fuller’s book, “The Worthies of Eng- 
land,” was published 20 years before Phila- 
delphia came into existence. 

One of those “worthies” was Sir Robert 
Umfrevile of Northumberland, and Fuller 
said he was commonly called “Robin Mend- 
Market.” 

Why? Because he so “greatly improved 
trading hereabouts in the reign of Henry 
the Fourth.” 

The author sighed for “more Mend-Mar- 
kets that the general complaint of the decay 
of traffic may be removed.” 

There was only one fly in that old Blue 
Eagle’s ointment, as stated by Fuller, 
namely : 

“The Knight bettered the markets by sell- 
ing therein the plentiful plunder which he 
had taken from the Scots.” 

The Scots, unfortunately for England, 
couldn't hold out forever, but maybe our 
taxpayers can. 


During February Mr. Staub gave the 
following talks on taxation: 

To the Accountants Club on the 13th, 
on the subject of Impending Federal 
Income Tax Legislation ; 

To the Bridgeport Chapter of the 


National Association of Cost Account- 
ants on the 15th on the same subject; 

A talk over radio station WNYC on 
the 20th on Problems of Industrial 
Taxation; a report of the talk appears 
in this issue of the JouRNAL; 

A talk later in the same evening to 
the New York Chapter of the National 
Association of Cost Accountants on 
the revenue legislation pending in Con- 
gress ; 

A talk at a dinner meeting of the 
Municipal Club of Brooklyn on the 
27th on the Depression Developments 
in Taxation. 


At the annual tax meeting of the 
Rockford Chapter of the National 
Association of Cost Accountants held 
on January 30, the speaker was past 
president John W. Conrad. The N.A. 
C.A. Bulletin reports that Mr. Conrad 
gave an excellent interpretation of the 
Federal income tax laws and that a 
lively discussion followed. 

Some warm commendations have 
been expressed of Mr. Warren’s article 
on ‘Social and Economic Aspects of 
the National Industrial Recovery Act,” 
which appeared in the January, 1934, 
issue of the JouRNAL. One of the old- 
est clients of the firm wrote to Mr. 
Lybrand, asking that copies of this 
issue of the JouRNAL be sent to three 
friends of his, who he was sure would 
be very much interested in reading Mr. 
Warren’s article. 
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